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The multiple is not really about growth 
Equities have recently moved to new highs, as the perceived risk of recession has declined in response 
to the growth-friendly Fed and the apparent move to trade truce ahead of the presidential election.   

The yield curve disinversion has probably also helped, although it may be as much effect as cause.  
Among other considerations, market participants may have fatigued of the circular reasoning and data 
mining involved in overstating its importance.  This may have helped the disinversion via “reflexivity.” 

The equity rally has occurred in an environment of flat trailing earnings and a downturn in prospective 
earnings growth.  Accordingly, some observers insist that the market must be discounting a meaningful 
acceleration of growth — and is therefore vulnerable to possible disappointment on that front. 

It is important not to overstate the prevalence of that view.  The idea that the market multiple prices the 
aggregate growth rate is almost certainly less popular now than it was earlier in the bull market.  Still, the 
idea remains out there and is probably exerting some influence. 

In this report, I bring together some themes I have been pushing to argue my high-conviction view that 
the multiple is not really influenced much by the growth outlook per se but is driven by the gap between 
the growth rate and the risk-free component of the discount factor as well as by the equity premium.  And 
the equity premium is related to the structural volatility backdrop as well as to the recession risk. At the 
higher frequency, the issue is recession, not the really the growth rate itself.  

r vs g again 

Source: FRB New York 
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The logic of a market DDM is not necessarily bubbly 

One way to think about the multiple is within the logic of a market dividend discount model (DDM).  This 
perspective holds that that the inverse of the multiple, the earnings yield, should be a function of the 
equity premium, as well as the gap between the risk-free real rate and the trend EPS growth rate, which 
might roughly be proxied by the economy’s potential growth rate.   

If you accept that framework, then we can rearrange some terms to obtain that the gap between the 
earnings yield and risk-free real rate should be equal to the market-implied equity premium.  The market 
implied equity premium can be interpreted, in turn, as the sum of the true equity premium plus a residual 
we might call “valuation”. 

With the exception of the notion that trend EPS growth might reflect potential economic growth, the 
market DDM is necessarily true as a tautology.  And I would say that is a feature, not a flaw, being a fan of 
certainty where it is available.   

The difficult bits relate to measuring the concepts involved in the tautology.  We can estimate, with some 
precision, the real rate available in conventional Treasuries, which we take to be the risk-free component 
of the discount factor.  But it is tough to measure the earnings yield, the economy’s potential growth rate, 
and the influence of swings of potential growth on the slippage from the earnings yield to the likely long-
term return to stocks.   1

We can concede all those difficulties without surrendering the view that in principle the fair multiple is a 
function of r vs g and the equity premium.  And that is a long way from the notion that the multiple prices 
just growth. 

There are two popular retorts to this view. The first involves reacting to a caricatured version of it. I am 
sure you are familiar with TINA, the idea that in a world of low interest rates there is no alternative to 
equities.   

In my view, TINA takes a sensible point and reduces it to silliness, by ignoring the relationship between 
growth and the real rate and by implying that investors should be long out of frustration.  It is not 
surprising that TINA sounds bubbly, but that is not really a comment on the logic of the DDM or attempts 
to apply it sensibly.   

The second retort invokes the supposedly-theoretical notion that r and g move together over time and that 
to make a point of their apparent divergences is to fall for ephemera.  But the theory linking r to g is 
increasingly recognized as a matter of convenience within the theory, rather than a concept that is 
actually reliable.  Reportedly, one of the more compelling projects within theoretical macro is to get rid of 
the Euler equation that links r with g.  

In any case, the chart on page 1 shows that conventional efforts at estimating trend r and trend g find that 
they can diverge durably.  Such divergences are important to our take on what comprises “sustainable” 
fiscal policy, a policy analysts now seem to emphasize.  But it also enters into the fair market multiple or 
its inverse, the earnings yield.   

I do not use the Laubach-Williams estimate of either r or g in my own effort to apply these ideas.  Rather, I 
take my estimate of the real yield to conventional Treasuries as my proxy of the risk-free component of 
the discount factor, and I use an estimate of potential GDP growth that is less subject to revision.  But my 
approach, like LW, allows for a significant divergence between r and (earnings) g.  It is briefly described, 
and updated for most current inputs, at the end of this report.   

 On some theoretical formulations, the earnings yield is defined as the expected return to stocks.  However, that is tautologically 1

true in an unhelpful sense, because the tautology is made true by assuming that earnings are defined to keep it so.  In fact, we 
don’t have that theoretical measure of earnings. All we have are realized earnings, and it is easily conceivable that the gap between 
them and the real return is a function of growth.  
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The key practical point for the current purpose here is that my approach imposes that the fair multiple is a 
function of r vs g and the equity premium.   This is expressed by relating the gap between the earnings 
yield adjusted for growth and the real rate to the market-implied equity premium.  But within the logic of a 
market DDM, the two approaches are equivalent analytically. If the equity premium is well explained by 
volatility, the then earnings yield is well explained by the gap between r and g along with volatility.  2

Volatility and the valuation regime 

With that in mind, let’s look at some evidence that is relevant to this approach.  The chart below shows 
the relationship between the market-implied equity premium with two measures of underlying economic 
volatility.  The first is a (time-weighted) standard deviation of real PCE growth, and the second is a 
standard deviation of employment growth. 

Main Point 

Source: Robert Shiller, S&P Dow Jones Indices, BEA, BLS, Bloomberg, FH calculations 
Pricing is to Friday close. 

The fits are not tight enough to allow us to interpret the gaps between the two lines as a market-timing 
signal.  But the evidence seems to confirm that a lower economic volatility regime should map to a lower 
equity premium regime.  This is not surprising, as macro vol is meant to be the main source of difficult-to-
diversify risk for which the equity premium supposedly compensates.  

That the market-implied equity premium has not recently followed my proxies of underlying economic 
volatility lower could reflect a couple things.  It is possible that the equity market is being unnerved by the 
trade war or the deterioration of the political backdrop more broadly.  Alternatively, equities are “cheap” in 
the sense that volatility has retraced its Crisis spike, while the market-implied premium has not quite yet.  
In other words, the “correct” equity premium has fallen, but the residual in the market-implied premium is 
still somewhat high.  That would certainly be counterintuitive to those who wonder only about the extent to 
which equities are overvalued.  But it is one possible interpretation.  

I can’t confidently embrace or dismiss either of those interpretations.  Valuation is too weak a force and 
there is too much uncertainty in its measurement to allow that, IMV.  Instead, I would just point out that my 
observation that the equity premium is not particularly depressed is robust to different estimates of the 
potential growth rates and different plausible formulations of how potential economic growth might affect 
earnings growth or — more precisely — the difference between the estimated earnings yield and the 
likely actual return to stocks over the long haul.   

 This would not be precisely so if we were running a regression, with the coefficients on each variable freely estimated, but I am 2

working here with what I take to be an identity. 
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The main sources of uncertainty here relate to whether the earnings yield is measured properly and then 
the role of underlying economic volatility.  Does low vol really mean that the equity premium should be 
lower? My take is yes. 

Returns and the business cycle 

Away from the volatility regime, which seems to exert a heavy influence on the valuation by affecting the 
equity premium, stock market returns have in recent years tended to be fairly tightly correlated with the 
labor market.  So long as the unemployment rate is falling — or rising on an inverted scale — the total 
real return to the market tends to be rising. 

Again, this should not be interpreted as a market timing signal, because the fit is not tight enough and 
because, logically, it is easy to see the market looking forward a few months to a turn in the labor market.   
But they are clearly related.  Above-trend growth, irrespective of the absolute pace of growth, tends to be 
bullish for equity returns.  This reflects that earnings are inclined to rise in a growing economy, obviously.  
But it probably also reflects that risk tolerance tends to rise when the economy is returning toward full 
employment.  

Returns follow the labor market 

Source: Robert Shiller, S&P Dow Jones Indices, BEA, BLS, Bloomberg, FH calculations 
Pricing is to Friday close. 

Whether the unemployment rate is causal or reflects other cyclical influences that are causal is an 
interesting debate.  But the key point here is that cumulative returns — measured as a deviation from the 
single historical trend line — tend to rise as the expansion matures, partly because risk tolerance 
increases.   This probably sounds obvious.  The point I would add is that the absolute growth rate does 
not really enter into it, at least on the evidence that my framework encourages me to review,  

Consistency check 

To finish the thought, maybe we could substitute out the labor market and substitute in a direct measure 
of growth and repeat the exercise immediately above.  Accordingly, the chart on page 5 compares the 
annual rate of growth of GDP with the cumulative return (expressed as a deviation) and the equity 
premium.  The quarterly GDP data are converted to monthly for the purposes of this comparison.  

The GDP growth rate is a nearly instantaneous measure of the performance of the economy, while the 
unemployment rate picks up the area under the curve, so to speak.  So when looking at the left panel of 
the chart, don’t worry if the lines correlate across time.  Rather, focus on whether the interim wiggles in 
GDP growth deliver interim wiggles in the return index.  The relationship there is not so tight — or even 
relevant, in fairness. 
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The relevance of growth swings 

Source: Robert Shiller, S&P Dow Jones Indices, BEA, BLS, Bloomberg, FH calculations 
Pricing is to Friday close. 

The more interesting question is whether the market-implied risk premium, which might include a residual 
to pick up “confidence in the cycle” is inversely correlated with the growth rate.  For big moves it clearly is.  
but I would say that is about the ebb and flow of recession risk, which is demonstrably a driver of volatility 
at the frequency of the business cycle.  Perhaps there are more direct ways of measuring this, which take 
out the middle man.  But the middle man would seem to be recession risk, not the absolute pace of 
growth.   

Within its regime, vol rises during recession 

Source: BEA, BLS, NBER, FH calculations 
Data are current to Q3, although the volatility results are converted to monthly 
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What about the rules of thumb? 

Thus far, I have discussed the valuation regime, a very low frequency concept, and then the importance 
of the labor market and GDP growth at the frequency roughly of the business cycle.  But there are some 
popular growth-related rules of thumb that apply at a higher frequency, looking out, say, three months. 

For example, you are probably familiar with the idea that an acceleration of industrial production 
“momentum” or a rise of the ISM new orders means risk on.  I have no reason to challenge those rules of 
thumb, but would just point out that they are really not about “valuation” or about what the market is 
“priced for”, unless the premise is that the market is priced for an unchanged industrial backdrop. 

Stepping away from the semantics, which in fairness probably don’t matter much, one practical 
manifestation of the ISM rule of thumb is that one gets long when the ISM looks low and therefore has 
more room to rise.  Some timing models, then, take the current level of the ISM contrarily.  But that is a bit 
too down in the weeds for my competence.  Maybe I could just direct you to a fun tweet claiming that 
recently strong earnings growth is also to be faded, which is probably related.  

The point I hope to have driven home here is that it is probably not very helpful to think about the multiple 
or the level of the market pricing this or that growth rate.  It would focus much more on recession risk, 
other drivers of vol at a medium frequency and also the secular drivers, such as the validity on non-
validity of moderation, great or otherwise.  

Gerard MacDonell 
gerard@frontharbor.com 
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Appendix: Derivation and update of market-implied equity premium 
 

Source: Robert Shiller, S&P Dow Jones Indices, BEA, NBER, Bloomberg, FH calculations 
Pricing is to Friday close. 

My proxy of current-period trend EPS in the S&P500 is based on operating earnings, where they are 
available, discounted by 10% so that they are comparable with the historical GAAP series.   

The filtering is similar to that used by Shiller, except (mainly) that the filtering process imposes 
geometrically declining weights rather than an arbitrary 10-year window.   

Separately, the resulting series is centered on the current period, by scaling the initial filtered value up by 
the long-term trend rate of growth in EPS, compounded appropriately to reflect the speed of the 
geometric smoothing.   

This centering has little effect on the shape of the series through time and therefore on any analytics 
using valuation.  But it makes the scale of the reported underlying earnings series intuitively sensible, 
unlike the Shiller metric.   

As of November, my measure of underlying earnings is running at $131.50 per share.  With the market 
near 3100, this implies an earnings yield of 4¼%, which is 0.4 standard deviations below the average 
calculated since the end of 1993, which I take (quite flexibly) to be the period of moderation, great or 
otherwise.  This period contained an equity bubble and a crisis, both of which can be attributed to the 
moderation itself, the latter via self-nullifying extrapolation.  

My estimate of the real yield in the conventional 10-year Treasury is currently 10 bps, which is 1½ 
standard deviations below its own average over the same period.   
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Comparing this with the earnings yield, generates a spread of 415 basis points, which is 0.85 standard 
deviations above its average.  However, as part of a kludge / compromise to take account of the fact that 
some of the decline in the real Treasury yield is driven by weaker growth prospects, I adjust that down by 
50 basis points (half the apparent weakening of potential growth) to 365 basis points.  That is still 0.6 
standard deviations above its average.   

Accordingly, equities appear to be roughly fairly priced to the current macro backdrop.  Or perhaps I 
should say, more honestly, that equities are indistinguishable (to me) from fairly priced. The question is 
the progress of the cycle and then, at a lower frequency, whether the low-rates / low-vol environment will 
persist.  

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not 
guaranteed. No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views 
and other information provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific 
investment objectives, financial situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or 
sell any securities or related financial instruments.  Predictions, forecasts, and estimates for any and all markets should not be construed as 
recommendations to buy, sell, or hold any security--including mutual funds, futures contracts, and exchange traded funds, or any similar instrument.  
The analyst authoring reports from Front Harbor may have positions in some of the securities discussed here.
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